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General Business Conditions 


HE month of January has been another 
riod of capacity production — ex 

for weather” dificaities — full aie 

ment and rising prices, which is the 

same as saying that the pressure of de- 
mand still dominates the business situation. In 
industries where quotas and allocations are the 
rule no easing of the scarcities is apparent. In 
many heavy goods backlogs of unfilled orders 
still stretch far into the future. Even where short- 
ages are less acute manufacturers for the most 
part have orders on hand, or in sight in the ordi- 
nary course of business, to assure a peak level of 
operations for at least the next few months. The 
few exceptions, where there is some evidence of 
demand becoming satisfied or declining because 
of high prices, do not bulk large in the total busi- 
ness volume. 


With an eye on the decline in bond prices and 
the tightening money markets, the business news 
is being watched for signs of a possible drop in 
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capital expenditures. However, the Securities 
and Exchange Commission and the Department 
of Commerce reported during the month, on the 
basis of returns from a questionnaire, that busi- 
ness expenditures for new plants and equipment 
in the first quarter of 1948 would reach $4.1 bil- 
lions. This is a slight drop from the all-time peak 
of $4.4 billions (preliminary figure) in the last 
quarter of 1947, but it is nearly $1 billion higher 
than in the first quarter of 1947. These reports 
last year proved to be a valuable indication ot 
the business trend. The record-breaking rate of 
capital expenditures during the second half-year 
had a great deal to do with turning business 
upward after the hesitation in the Spring, and 
forestalling the recession which many had ex- 
pected. 

Commodity prices reflect the continued up- 
ward pressures. The wholesale price index of the 
Bureau of Labor Statistics declined in the week 
ended January 23, but prior thereto had risen for 
eleven consecutive weeks at the average rate of 
22 per cent annually. At 164.4 (1926 = 100) this 
index is within two per cent of the high point 
reached in May 1920. 


Boom Creates Uneasiness 


In short, the boom has continued to run strong- 
ly. People have more work to do and more goods 
to satisfy their wants than ever before in our his- 
tory, but buyers — including domestic consumers, 
business, governments and foreign countries — 
ask for even more. So far as industrial activity 
and employment are concerned, the immediate 
prospect could hardly be more satisfactory. It 
also seems to be true, however, that uneasiness 
over the outlook is increasing. The country is 
riding the boom not confidently and comfortably, 
but rather with a sense that the position becomes 
precarious as time goes on. 
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This feeling is not new but it has been height- 
ened by developments during ‘the month. The 
cgntinuing rise in commodity prices creates more 
pessimism than optimism, for people. generally 
are oppressed by the climb in the cost of living 
and business men. are ‘persuaded:by historicalex- 
perience that the higher prices rise the harder 
they are likely to fall. New measures to restrain 
credit expansion, following the decline in bond 
prices and the tightening of the money markets 
in preceding weeks, cause some to conjecture that 
difficulty in finaneing the rising dollar volume of 
business, and at the same time carrying out pro- 
jected capital expenditures, will halt the expan- 
sion. Of course the objective of ‘credit policy is 


not to bring on deflation, but to stabilize prices. 


Experience again, “however, leads ‘to the fear 
that a prolonged and violent price rise will be suc- 
ceeded not by stabilization at the top, but’by a 
drop of unknown proportions. ae 
~The. deyaluation of the French franc’ affects 
sentiment in the belief that it may be the fore- 
runner of other devaluations, which in the ag- 
gregate would exert a downward pull on prices 
world commodities expressed in ‘dollars. It 
ay seem paradoxical that while people want 
rices to come down, which the American peo- 
ple ‘undoubtedly do, they are also made: uneasy 
by developments threatening to depress prices. 
Business, .however,’ fhust anticipate trends and 
guard against losses. i 


* The Anti-Inflation Programs ._. 
.--Publie concern -with. the: problem of inflation 
has reached.a new-high point during the month, 
avith the President's message on the state of the 
Union and his:Economic Report, and with Mr. 
Baruch’s testimony January 19 before the Senate 
Foreign Relations Committee. At.no time has 
the country been so thoroughly warned of the 
evils of inflation, or:so thoroughly-supplied with 

-ograms to prevent futher inflation. and get the 
le in oe a . The. .most ..casual. observer, 
however, can see. that the prescriptions: offered 
are being followed only in part and that in very 
important areas. the trend is still.the other way. 

One of Mr. Baruch’s points was “stabilization 
of.wages”. In the Economic Report the Presi- 
dent said: “At-the.end-of the year there was a 
continuing prospect of a‘ fruitless and dangerous 
spiraling of prices.and wages”. During January, 
however,.labor unions one after another have 
formulated demands for‘large third round wage 
increases. Even though -they- accept Jess than 
they ask, which is probable, and though em- 
ployers absorb the increases as far as possible, 


wage advances are certain-to causé-price ad- 
vances which are likely to keep*the: indexes of 
manufactured goods priees‘moving upward. 

Mr. Baruch asked for ‘a’ reduction’ of major 
fodd and agricultural prices in exchange for a 
three-year price guaranty onsfarm products. But 
he did not specify the persons“or’ group who 
could agree on behalf of farmers to roll back 
farm prices and make the roll-back stick, unless 
he meant that the Government should restore 
price control and rationing. As a practical mat- 
ter most people will believe that farm prices will 
continue to be made in freé ‘markets, — free, that 
is, .except.in.those cases. where the Government 
buys.to support prices. tod 

Any good anti-inflation program would em- 
phasize reduction :in.government ‘spending. Mr. 
Baruch ‘proposed a Congressional committee to 
determine “where. government spending can. be 
cut and whether’it is- being done most economi- 
cally”. ‘The budget for the fiscal year 1949,how- 
ever, is $89.7 billions, an increase of $2.-billions: 
ever 1948 and more than four: timés the 1939 
total, .° . hartge #1 Pare 

Since people are being ‘plainly told what an 
anti-inflation program requires, and can see with 
equal plainness that some of the important things 
required ‘are not being done, it is not surprising 
that they are analyzing the business situation 
asone of typical boom and bust, and that uneasi- 
ness mounts as the boom proceeds. In the end; 
uneasiness now may-prove of value in cushioning 
the reaction. ‘It is keeping down speculation not 
only in securities. but. in business commitments 
for commodities and merchandise. This does not 
mean that risk can be eliminated, for inventories 
are necessarily large, and they will prove exces- 
sive in some degree if business turns down. 

It would also .be a good thing if the feeling 
of uneasiness should lead to revision-of some ex: 
pansion programs and postponement of .some 
capital expenditures.. The great need: of the pres: 
ent situation is to spread: out. demands instead of 
trying to’satisfy them all at once. 


Restraint on Credit Expansion | 


_ In January further moves were taken by the 
authorities to restrain bank lending. On January 
10 it was announced that nine of the twelve Fed: 
eral Reserve Banks, including the Federal Re- 
serve Bank of. New York, were advancing their 
discount rates from-1 to.1%-per cent. The other 
three Reserve Banks took similar action soon af- 
ter. On January 23, effective February 27, the 
Board of Governors of the Federal Reserve Sys- 
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tem advanced reserve requirements of the “cen- 
tral reserve city” banks of New York and Chicago 
from 20 to 22 per cent of their net demand de- 
posits. Meanwhile, the President on January 5 
endorsed the voluntary program launched by the 
American Bankers Association to discourage ex- 
cessive or inflationary increases in the use of bank 
credit, and in his Economic Report, submitted 
to Congress January 14, amplified his earlier 
statement that “some restraint should be placed 
on inflationary bank credit”. 


In the section of the Report on “The Regula- 
tion of Credit” the President repeated his recom- 
mendation that. consumer credit controls be re- 
stored, with a warning that “a further rapid 
expansion at this time can only contribute to 
inflationary price increases.” The President then 
pointed to the danger in the mounting volume 
of mortgage debt, urban and rural. “The longer- 
run interest of the people requires careful con- 
sideration of the present financing policies of 
both private and governmental agencies.” 


Discussing commercial lending by banks, the 
President pointed out that the increase in the sec- 
ond half of 1947 coincided with the upsurge of 
inflationary developments. “The increase of bank 
credit”, he went on to say, “was both a result and 


a further source of inflationary pressure.” The 
control of bank credit, the President said: 


is not a simple task, nor is it free from dangers. Unwisely 
exercised, it could overplay its role and precipitate an 
undue liquidation of credit and a lowering of economic 
activity. Furthermore, the problem is complicated by 
the relation of credit to the administration of the public 
debt. Limitation of the amount of commercial lending 
would probably be accompanied by higher interest rates. 
Except as special devices may be introduced which can 
partially insulate the public debt, two unfortunate de- 
velopments might take place: a decline in the value of 
Government bonds held by the public, and an increase 
in the cost of servicing the debt as refunding takes place. 
But these difficulties can be surmounted through the wise 
exercise of restraints upon excessive bank credit. 


In speaking of “special devices” which might 
“partially insulate” government bonds from the 
effects of general credit restrictions, the President 
evidently was referring to the “special” reserve 
requirement proposal put forward by the Board 
of Governors of the Federal Reserve System. 
This proposal, among others, the President urged, 
“should be given close study by the Congress, 
and legislation should be enacted of a sufficiently 
comprehensive character to make available all 
the powers that may be needed.” 


Voluntary Efforts Commended 


- At the same time, the President: commended 
“the leaders of our commercial: banking system” 
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for taking “positive organized action to secure 
the curtailment of inflationary expansion of bank 
credit by their members.” If they succeeded in 
this voluntary effort, the President stated, “they 
will be curtailing credit at the points where it is 
most likely to exercise inflationary influence and 
further general action might not be required.” 
The American Bankers Association program, to 
which the President referred, is being conducted 
through nation-wide meetings of bankers at 
which needs for tightening credit standards, and 
the dangers of lending for unproductive or spec- 
ulative purposes, are being stressed. 

As further parts of the program for restraining 
excessive credit expansion, the President stated: 
the Federal bank supervisory agencies have already an- 
nounced policies designed to confine extension of private 
bank credit to legitimate production requiréments. The 
credit standards of the Government lending agencies 
have also been reviewed with the objective of checking 
inflationary influences from this source. It is essential 
that the major Government credit agencies in making 
direct loans and in guaranteeing private loans shall pur- 
sue policies consistent with a national anti-inflationary 


policy. 

On these broad principles, few persons will 
disagree. And few persons will fail to see the 
dilemma the authorities face in wanting to 
tighten credit while avoiding undue disturbance 
to production and employment, on the one hand, 
and to the government security market, on the 
other. The main issues are on questions of me- 
chanics and the adequacy of existing powers. 
Most practical students of the money market 
would say that the authorities have plenty more 
weapons in their arsenal if they care to use them. 
In fact, events of recent weeks have already 
shown the effectiveness at least on banks and 
market psychology of the relatively modest con- 
trol steps which have already been taken. 


In a later section of the report, on “Debt Man- 
agement,” the President reviewed recent “per- 
mitted” developments in the interest rate struc- 
ture and government bond market, and stated “it 
is the declared purpose” to maintain “an orderly 
and stable market at a low level of long-term 
interest rates.” 


A most important part of our debt-management policy 
has been the program to support the nasi for ranean 
ment securities. During the war period, when it was 
vitally necessary to maintain a market which would 
absorb vast issues of securities at low interest rates, the 
Federal Reserve stabilized the market through its open 
market operations in buying and selling short-term Gov- 
ernment securities at low rates of interest. Now that it 
is no longer necessary for the Government to increase 
its debt, short-term interest rates have been permitted to 
rise. A decline has also been permitted in prices of 
bonds from the premium prices to which they had risen 
as a result of market demands in the early postwar 
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iod. No bonds, however, have been permitted to fall 

low par and it is the declared purpose to continue 
active support of Government bonds for the purpose of 
maintaining an orderly and stable market at a low level 
of long-term interest rates, 


Statement by Mr. Sproul 


That there is no intention to abandon support 
for the Government security market was made 
equally clear in a talk given by Allan Sproul, 
President of the Federal Reserve Bank of New 
York, before the New York State Bankers Asso- 
ciation, January 26. Mr. Sproul frankly stated 
his view of the risks involved in a vigorous, ag- 
gressive policy of overall credit contraction. 

Our critics say that if a drastic fall in market values 
of Government securities is the price we must-pay to 
bring about deflation now, and prevent a worse “bust” 
later, we should pay it. I say we can’t bring about de- 
flation by general credit action, in this situation, unless 
we bring about such an indiscriminate reduction in con- 
sumers’ disposable income as to threaten the kind of dis- 


aster we are trying to avoid... 

We are all a little enchanted, of course, with the idea 
of a modest downturn which would relieve some existing 
pressures and forestall worse disturbance later. But no 
one has yet found a sure way of bringing about just a 
little depression. I think our present —— of modest 
restraints involving a combination of debt management 
and credit policy is the best course to follow in trying 
to achieve our objective, which is to prevent bank credit 

ressures and, if pos- 
sible, to reduce somewhat the supply of money. 

At the same time, Mr. Sproul explained the 
means by which the Federal Reserve Banks have 
been able to place restraint upon the expansion 
of bank credit, while continuing to support the 
market for long-term government bonds. He 
pointed out that, while over $2 billion Treasury 
bonds were purchased by the Reserve Banks be- 
tween December 24 and January 21, total hold- 
ings of government securities by the Reserve 
Banks showed a net reduction through compen- 
sating sales and redemptions of short-term obli- 
gations. This process depends on the availability 
of a substantial surplus of Treasury receipts over 
expenditures which can be used to help pare 
down Federal Reserve holdings of short-terms. 
In the current quarter, the surplus available for 
this purpose will be very large. 

Mr. Sproul reexpressed his doubt that new 
powers to raise reserve requirements were neces- 
sary or desirable in the present-day situation: 


As a method of meeting the present situation and get- 
ting us off the horns of the dilemma where we are now 
perched, not too comfortably, I doubt that further au- 
thority to increase reserve requirements of the banks of 
the country, either primary or special is the answer. 
Any effective rise in reserve requirements would 
have to result in the sale of Government securities by 
virtually all banks. Any effective imposition of the spe- 


from adding further to inflationary P 


cial reserve requirement would result in the sale of Gov- 
emment securities, presumably bonds, by a substantial 
number of banks, Other sales by frightened nonbank 
holders might be expected to follow, in addition to the 
sales by nonbank holders which are already in prospect. 
It should now be obvious, if it was not five weeks ago, 
that the market would not absorb such unloading and the 
Federal Reserve Banks would have to take even more 
vigorous support measures. It is quite possible, in these 
circumstances, that more credit would have to be put out 
than could be locked up by the new requirements. The 
result would be a further random distribution of Fed- 
eral Reserve credit at a time when new measures were 
being taken to tighten reserves. 


New Policy Actions 


Meanwhile, further actions were taken under 
existing powers to place additional pressures on 
bank credit. The advance in discount rates by the 
Federal Reserve Banks, and the increase by Fed- 
eral Reserve Board action of the reserve require- 
ments of the major New York and Chicago banks, 
coming less than a month after the Christmas 
Eve drop in government security support levels, 
reemphasized the determination of the authori- 
ties to apply the weapons at their disposal. 


The % per cent rise in the discount rates, “in 
the not too distant future,” had been predicted 
by Mr. Eccles in testimony before a Congres- 
sional Committee December 10, but it had been 
expected that the move would not actually be 
taken until a rise in member bank borrowings 
would make a rate advance more effective. Never- 
theless, the action served some usefulness on the 
plane of “psychological” warfare on inflation 
and put the discount rate into line with the 
higher level of rates generally. The previous ser- 
ies of changes in discount rates came in April- 
May, 1946 with the abolition of the wartime % 
per cent “preferential” discount rate on advances 
secured by government securities maturing in 
less than a year. 


The increase, made effective February 27, in 
reserve requirements for New York and Chicago 
banks, occasioned more surprise inasmuch as 
Mr. Eccles, in testimony before a Congressional 
Joint Committee only a few weeks before, had 
pointed out that these particular banks have 
shown relatively much less credit expansion than 
have other banks. Raising reserve requirements 
in these two cities, he stated, “would be restric- 
tive to a small degree, but would be met by sales 
of short-term securities by these banks to the 
Reserve System.” To the banks affected, the ac- 
tion means, on the basis of recent deposit figures, 
a loss of nearly $520 million in earning assets 
and a corresponding rise in government securi- 
ties holdings of the Federal Reserve System. 





Thus, while the Board’s action does restrict the 
capacity of the banks affected to extend credit, 
the effect is much less restrictive in the overall 
credit picture than would be the case if the Re- 
serve Banks were not supporting government se- 
curity prices. 


The Tax Drain on the Money Market 


While the actions to raise discount rates and 
reserve requirements were being taken, the first 
quarter drain on the public’s supply of money 
through tax collections got into swing. On Janu- 
ary 15 individuals were required to meet fourth 
quarter 1947 income tax liabilities of proportions 
which surpassed all previous records. As returns 
were “processed” and the checks cleared through 
the banks, bank deposits were pulled down, and, 
to a lesser extent, currency circulation. Treasury 
deposits on the books of the Federal Reserve 
Banks mounted, reaching $1.9 billion on January 
28, the last reporting date. 


For the evident purpose of accentuating the de- 
flationary effect of the vast tax collections, the 
Treasury is applying them to the retirement of 
some of the government securities held by the 
Federal Reserve Banks. On January 2, $400 mil- 
lion of maturing certificates held by the Federal 
Reserve Banks were redeemed, in this case from 
funds drawn out of War Loan deposit accounts, 
and during the course of the month $300 million 
Treasury bills held by the Federal Reserve Banks 
were paid off. On February 1, $1,614 million 
maturing certificates in the Federal Reserve port- 
folio will be retired out of the January tax col- 
lections and on February 5 another $100 million 
of Treasury bills. 

The use of the proceeds of tax collections in 
this way, directly to reduce Federal Reserve hold- 
ings of government securities, is highly deflation- 
ary medicine. The earlier expectation had been 
that the losses of deposits would force the banks 
to sell Treasury bills and other short-term securi- 
ties, with the Federal Reserve Banks taking up 
most if not all of them to replenish bank losses 
of reserves. The losses of deposits, and more par- 
ticularly the losses of short-term government 
security holdings, it was felt, would discourage 
bank lending. 

So far as the record through the first weeks of 
January goes, the program is not conforming to 
earlier expectations. Bank lending has slowed 
up, reflecting seasonal influences as well as cau- 
tion induced by the drop in the bond market and 
by ever-widening recognition of the dangers in 
the present inflationary situation. But the selling 
of government securities has been long-term 


bonds, instead of short-terms, and a great part of 
the selling has originated outside the banks. 

It is too early to say that this will be true 
throughout the first quarter. So far the record is 
available for only the first three or four weeks of 
January, a period when return flow of currency 
normally tends to ease bank reserves. But Fed- 
eral Reserve supporting purchases of longer- 
term government bonds have already reached so 
large a total, in the first four weeks of January, 
as considerably to relieve the deflationary effect 
of the expected $7 billion Treasury surplus in the 
first quarter. The following table gives the rec- 
ord of indicated supporting operations through 
the weeks ended January 28: 

Indicated Official Government Security 
Stabilizing Operations 


(Millions of Dollars) 


Change in 
Fed. Res. Total . . 
For holdings support er jet 


Treasury of for o Change 
in total 
Fed. Res. 


invest- bonds over long-term govern- 
Week ment S5yearsto govern- ments 
ended accounts* maturity ments under 5 yrs. holdings 


Nov. 19, 1947... 0 + 43 + 127 +170 
26. +109 + 229 — 103 + 17 
Dec. — 250 —119 
— 258 —135 

* — 509 —328 

— 54 +243 

— 457 +659 


Jan. 
+211 
—356 
hn De +447 


Total for 11 wks. +917 +4436 —3586 — 67 


n.a. Not available. 
*For Old-age insurance and Unemployment trust funds and 


_—_ Savings System as deduced from the Treasury daily state- 
Troubles of Price-Fixing 

The continued liquidation of long-term gov- 
ernment bonds reflects a number of factors, of 
types which plague almost any effort, in a free 
society, to “peg” a market. The sudden Christ- 
mas Eve drop in support levels, while a clear 
recognition that previous support levels were too 
high, undermined the confidence of investors 
who realized abruptly that assurances that sup- 
port would be continued did not signify indefi- 
nite support on any particular level. In this 
background, the temptation is strong to get out 
of long-terms, while prices of par or better are 
still available, especially where uses for funds at 
more attractive rates are available or in prospect. 
The continuing substantial offerings of new se- 
curities to finance expansion, especially on the 
part of utilities and oil companies, and prospec- 
tive State bonus issues, were major elements in 
the selling of long-term Treasury bonds by insur- 
ance companies and other investors. Selling to 
meet tax liabilities may also have been a factor. 

So far as the banks were concerned, the sup- 
port of government security prices pretty much 
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straight across the board made longer-term bonds 
just as readily available as short-terms for mak- 
ing reserve position adjustments. New York and 
Chicago banks, for example, prepared for the rise 
in their reserve requirements by selling sufficient 
long-terms to maintain balanced distribution of 
their government security portfolios. 

Where funds were not required immediately 
for other purposes, investors added to their hold- 
ings of short-term government securities. These 
came out of the Federal Reserve portfolio, and, 
along with some redemptions of Federal Reserve- 
held certificates and bills, more than offset the 
purchases by the Reserve Banks of longer-term 
government securities. This is shown in the 
fourth and final columns of the foregoing table. 
But while the total holdings of government se- 
curities by the Federal Reserve Banks have 
shown a net drop —in itself a most wholesome 
sign — the rise in holdings of short-term govern- 
ments, by banks, other investment institutions, 
and the public generally, signifies a rise in their 
liquidity. The accompanying chart shows, on the 
right-hand side, the shift of government bonds, 
predominantly of longer term, from banks and 
other investors into the Federal Reserve Banks 
and Treasury investment accounts. The left side 
of the chart shows the opposite shift, of Treasury 
bills, certificates and notes, from the Federal Re- 
serve portfolio into the hands of banks and other 
investors. The banks covered on the chart are the 
weekly reporting member banks. The line for 
“others” in each case includes nonreporting banks 
as well as investment institutions not classified 
as “banks”, and the public at large. 

There has been no sign that the authorities are 
apprehensive over this rise in liquidity. Up to a 
point it is a wholesome development, for ex- 
ample, where funds which might be needed on 
short notice were previously invested in long- 
term bonds. This is true not only of banks, but 
also. of others who in the aggregate have even 
larger short-term government security holdings 
than do the banks. A good many of these hold- 
ings will have to be sold in March, as tax lia- 
bilities are met. 

Nevertheless, it is a period when the task of the 
authorities is not to be envied. If they stopped 
buying governments the drain of tax payments 
would put banks and the money market under 
violent pressure. If they buy too many they feed 
inflation, either immediately or by building up 
liquidity. 

There is no lack of power. The power exists in 
the adjustment of support levels for various 
classes of government securities. These deter- 
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Ownership of Outstanding Government Securities 
Figures are for last Wednesday in each month (latest plotting, 
for January 21, 1948). 
mine the terms upon which holders of govern- 
ments can turn them into cash. It has been well 
demonstrated how sensitive the credit market 
can be to relatively small adjustments in those 

levels. 

There is no simple or sweeping solution but 
careful cut and try operations in which the Re- 
serve System needs the sympathetic cooperation 
of banks and the public in restraining the infla- 
tionary forces which can do so much damage. 


Devaluation of the French Franc 


The devaluation of the French franc, an- 
nounced January 25th, will be generally consid- 
sidered as an inevitable step, and one essential 
to French and to European recovery. It was 
needed to spur French exports by getting prices 
and costs in line with those of competing coun- 
tries, and above all to establish a more realistic 
value of the franc. Devaluation was officially de- 
scribed as the second step in a comprehensive 
program to stabilize the French economy. The 
first step consisted of several drastic fiscal and 
budgetary measures passed by the Parliament in 
recent weeks. : 

Instead of choosing a simple devaluation form- 
ula, the Government of Premier Robert Schuman 
decided in favor of a temporary application of 
what is usually referred to as a “multiple cur- 
rency system”. In France this will mean that 
foreign exchange transactions with a few coun- 
tries are to be subject in part to fluctuating rates, 
while transactions with other countries are to be 
carried on at fixed rates. 
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The official par value of the franc was lowered 
by 44.4 per cent. At the official rate, the dollar 
will therefore be worth 214.4 francs, as against 
the old rate of 119.1 francs. The new official 
rates are applicable for the present to all foreign 
exchange transactions with the exception of those 
in U. S. dollars and Portuguese escudos, and even 
in these two cases to certain transactions only. 
The official rates will be used for two types of 
transactions: (1) payments to French exporters 
for half of the export proceeds, which the ex- 
porters are required to sell to the exchange con- 
trol; and (2) payments by French importers 
for goods designated by the Government as “es- 
sential”. All other transactions in U. S. dollars 
and Portuguese escudos will be carried on at rates 
determined in a free market. 

Free trading will be permitted in gold as well 
as in dollars and escudos, and eventually in other 
currencies. The object is to permit the franc to 
find its level internally and thus provide a natural 
basis for ultimate stabilization. 

The supply of U. S. dollars in the free market 
will consist of the other half of the proceeds of 
exports to the dollar area, and also of dollars de- 
hoarded by the French public or brought in by 
tourists or created by other transactions. The de- 
mand for dollars will stem largely from French 
business men needing to pay for “non-essential” 
imports, and the Government will require im- 
porters to obtain permits as at present. If the 
dollar should sell at around the present black 
market rate of 340 francs, the French exporter 
would get a net rate of 277 francs for his exports 
to the United States, while the same exports to 
Belgium or Great Britain would net him the 
equivalent of only 214 francs. By the same token, 
non-essential imports from the United States will 
be more expensive than the same goods from 
other countries. 


Objections by IMF and the British 

The French action was unilateral. The Inter- 
national Monetary Fund authorities, while con- 
ceding that the devaluation of the franc was 
inevitable, withheld their approval. They de- 
plored the idea of multiple currency rates and 
felt that such a system would encourage trade 
distortions and concentration of French exports 
to the dollar area at the expense of other coun- 
tries. 

Another objection by the Fund, with which 
the British strongly concurred, was that the free 
market might cast “unwarranted doubt on the 
real strength of many currencies through the ap- 
parent discount applied to them in the French 
system.” 


The Schuman Government defended the de- 
valuation plan on the score that (1) it was well- 
nigh impossible to fix a new exchange rate with- 
out running a risk that “either the devaluation 
would have been insufficient or too great”, and 
(2) that “a transition period during which a rate 
is established by free offering and bidding for 
convertible assets is advisable.” Finance Minister 
Rene Mayer has promised that France will insti- 
tute special control measures if any country’s 
trade or currency is disrupted by the devaluation. 


As adopted in France, the multiple currency 
system does not differ basically from the prac- 
tices now employed by Italy and a number of 
Latin American countries.’ Moreover France, 
unlike prewar Germany, is not likely to use it 
deliberately as a weapon of economic warfare. 


Obstacle to French Exports Removed 


This devaluation should help to reduce the 
gap in the French international balance of pay- 
ments, estimated in 1947 at $1.8 billion. It should 


~ remove the greatest obstacle to French exports, 


which fell off drastically during the latter half of 
1947. With the prices of French products almost 
prohibitive and French manufacturers preferring 
to sell in the home market because of higher 
profits, unfavorable trade balances even with 
neighboring countries such as Belgium and 
Switzerland increased to such an extent that the 
balances had to be settled in gold. Some of the 
products usually exported to the United States, 
such as perfume, luxury clothing, liquors and 
high-grade wines, are reported in plentiful sup- 
ply. During the three months ending November 
1947, our imports from France shrank to an an- 
nual rate of only about $45 million. Imports dur- 
ing the 1937-39 period, when prices were about 
half as high as now, averaged $65 million. 


The Government hopes that free market op- 
erations will bring out of hiding considerable 
amounts of hoarded gold and dollars, estimates 
of hoarded gold alone ranging from $3 to $4 
billion, and that repatriation of French-owned 
foreign securities will occur. The hope is that all 
these developments, together with American aid, 
will permit maintenance of imports near the last 
year’s level without recourse to the Bank of 
France reserves, now badly depleted and that 
these reserves may be replenished. 


Disparity Between Prices 
However, the restoration of confidence in the 


franc and hence the stabilization of the French 
economy cannot be achieved without bringing to 
a halt the inflationary spiral of French prices, 
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today about 12 times as high as in 1938. Gen- 
erally speaking, any further rise of prices could 
be halted by establishing a balance between the 
purchasing power of the people and the supply 
of consumer goods. This same problem has faced 
each successive French Government since the 
liberation in 1944. The Schuman Government 
has gone beyond its predecessors, and in block- 
ing 5,000 franc notes, over one-third of the total 
circulation, has taken a step to reduce the vol- 
ume of outstanding currency and to hinder the 
operations of black marketeers. In contrast with 
its predecessors, it has also made strenuous efforts 
to prevent further expansion of purchasing power. 
Finance Minister Mayer hopes to cover the 1948 
budget expenditures of about 900 billion francs 
by economies and tightening tax collections. 
Capital expenditures for reconstruction and the 
expansion of production, not included in the reg- 
ular budget, are to be financed in part by the 
franc proceeds of the U. S. interim aid and later 
the ERP grants, and in part by a forced loan. 


Otherwise the Government continues to bank 
heavily on expanding production to eventually 
absorb the excess purchasing power. A recent 
report by the Monnet Commission stated that 


there will still be a deficit during the first half 
of 1948 of some 200 billion francs “between in- 
dustrial and agricultural production and services 
and the demands of the state and private indi- 
viduals for consumption and investment”. 


Expansion of the supply of consumer goods in 
1948 depends upon (1) the next crops, (2) the 
absence of industrial conflicts and strikes, and 
(3) the size of grants and credits provided by 
the U. S. Congress under the ERP legislation. Yet 
even if everything should turn out as the Schu- 
man Government hopes, some further price rise 
may be inevitable. 


The foremost economic difficulty in France is 
the cost of living of industrial workers. Owing 
partly to drought, agricultural production in 1947 
dropped to about 65 per cent of the prewar 
level. French farmers meantime have been un- 
willing to sell their products for the rapidly de- 
preciating franc. The result has been a rise in 
prices of food products to nearly fifteen times the 
prewar level. Industrial prices, on the other 
hand, are less than ten times as high. The dis- 
parity is shown in the accompanying chart. With 
food prices rising, the real wages of French work- 
ers have declined severely. Food available in the 
controlled markets has been inadequate for their 
barest needs and the black markets have been 
beyond the reach of many. For this reason it 


became necessary to authorize a third general 
revision of money wages and salaries last Decem- 
ber. As a result, it has been estimated that the 
total purchasing power was increased by another 
170 billion francs. 
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Because of this latest increase in wages, an up- 

ward readjustment of industrial prices has al- 
ready begun. Increased costs of imports of raw 
materials will also tend to force internal prices 
upward. The foremost problem of the Schuman 
Government is to prevent agricultural prices from 
rising in sympathy with industrial products. To 
quote the London Statist, in doing this — 
“the Government relies on reinforced controls of what 
farm products are not free (wheat, milk, butter, beets), 
on a certain increase of imported foodstuffs, on a certain 
need for cash which subscriptions to a forced loan (al- 
ternative to the above-mentioned levy) will produce 
among peasants, forcing them to bring their produce to 
the market, and upon their ae will, resulting in part 
from the provisions of better facilities for obtaining farm- 
ing machinery, fertilizers, etc., and in part from confi- 
dence in the effectiveness of the governmental measures 
in buttressing the currency and maintaining order.” 

Thus the battle of the franc still remains far 
from decided. The fundamental gains accom- 
plished are heartening. They include the fiscal 
improvement; the increase in industrial produc- 
tion, which has recovered to nearly the 1938 rate; 
American aid; and the growth of anti-communist 
sentiment. It would be premature, however, to 
assume that the price rise can be halted at ap- 
proximately present levels. 


Impact of Devaluation 


In this country the question of most concern 
is whether currency depreciation will spread and 
if so how rapidly. The trade of other countries 
will be affected by renewed French competition 
in their own and other markets; conversely, de- 
valuation and higher import prices will tend to 
reduce French imports of goods for internal con- 
sumption. These changes will add to the diffi- 
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culties other western European countries are 
experiencing in balancing their payments. They 
will put additional pressure on all over-valued 
currencies. A whole series of currency deprecia- 
tions, tending to make exports cheaper and im- 
ports more costly, would exert a drag upon the 
prices of commodities expressed in gold or dollars. 

On the other hand, the special conditions pre- 
vailing at this time are to be considered. In gen- 
eral, competition for exports is not acute; the 
world needs and demands almost everything of 
an essential character that all countries can pro- 
duce. As long as sellers’ markets continue and 
export offerings are absorbed at profitable prices 
there will be reluctance to alter existing exchange 
rates. When sellers’ markets give way to buyers’ 
markets, the situation wil} be different. 

Another reason why countries will be reluctant 
to devalue until the pressures in fact become irre- 
sistible is that the resulting increases in import 
prices must aggravate inflationary pressure at 
home. This consideration applies strongly to 
Great Britain, which is relatively more dependent 
on imports of essentials than France, and which 
under present conditions has every reason to 
maintain the pound sterling at the present level 
in order to keep down the price of imports. For 
British prices, at this stage of demand, do not 
prevent Great Britain from selling abroad all she 
can produce for export. Her interest in holding 
the pound is plain, and her resolution to do so as 
long as conditions remain as they are has been 
stated by Sir Stafford Cripps in the most un- 
qualified terms. 


The President’s $40 Billion Budget 


The projection by the President of a federal 
budget of practically $40 billion for the fiscal 
year ending June 30, 1949 is a heavy disappoint- 
ment to all who have hoped for a reduction in 
government spending that would damp down a 
principal source of inflation and pave the way for 
urgently needed tax relief. 

In contrast with the situation after World War 
I, when the Government in three years cut its 
expenditures to less than 20 per cent of the war- 
time peak, the budget for the fourth year follow- 
ing World War II proposes a level of spending 
still 40 per cent of the $100 billion wartime top. 
Instead of the downward trend of expenditures 
that had been expected, the President foresees a 
renewed upturn to a level in fiscal 49 some $2 
billion higher than now estimated for the current 
fiscal year ending June 30 next. 

Here, indeed, is a discouraging prospect. At a 
time when government authorities from the Presi- 





dent down express deep concern about inflation, 
and are calling upon business to reduce prices 
and upon the public generally to save more and 
spend less, the Administration is proposing $40 
billion of federal spending next year, thereby re- 
versing the lagging process of cutting back the 
huge war budget to peacetime proportions. 

Moreover, the budget message contains omin- 
ous warning of still higher government costs “if 
Congress does not provide adequate controls” to 
hold down prices. To offset the cost of living in- 
crease for government personnel, including mili- 
tary, pensioners, etc., since the last time pay and 
benefit rates were adjusted, would add “at least 
$2,400,000,000 to budget expenditures in 1949.” 

To be sure, the situation after World War II 
is in many ways not comparable with that after 
World War I. As has been aptly said of 1948, 
“postwar” is not “peacetime” in the sense that it 
was after 1918. These conditions are necessarily 
reflected in the budget. 


All the more reason, then, for striving to see 
to it (1) that the huge sums we are spending on 
national defense and international aid are spent 
wisely and in ways that really promote the se- 
curity and welfare of the country and contribute 
to sound recovery abroad, and (2) that every 
possible effort is made to hold down government 
costs in other directions. 


Estimated Taxes and Expenditures 
In the following table we give the President's 
estimates of taxes and expenditures in fiscal °49, 
compared with his original and revised estimates 
for the current fiscal year. 
U. S. Government Budget Totals for Fiscal Years 
1948 and 1949 


(In Millions of Dollars) 


"48 Budget 


°49 Budget 
Jan. °47 Jan. °48 
Est. Est. 


Jan. 48 
Total expenditures $37,528 $37,728 Preaek 
Net rece yts  acecnencnceemermmeeen 37,730 45,210 44,447 
Surplus of receipts 202 7,482 4,808 

It will be seen that for fiscal 49 the President 
is anticipating a substantial surplus, though a 
decrease as compared with the $7% billion now 
figured for fiscal "48. This decline reflects the 
estimated stepping up of $2 billion in expendi- 
tures, coupled with a moderate decline in rev- 
enues resulting mainly from a decrease in receipts 
from sale of surplus property. 

Most striking, however, is the improvement in 
this year’s budget outlook, from a bare $200 mil- 
lion “in the black” in January a year ago, to the 
$7% billion surplus estimated last month. This 
improvement is not due to a lowering of expen- 
ditures, which are now estimated higher than a 
year ago, and would be higher still but for the 
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savings achieved by Congressional efforts to cut 
the budget last Spring. It is wholly due to the 
upward revision of revenue estimates, to a near 
record total of $45 billion. 

In part this was a result of re-enacting excise 
taxes at the wartime rates, requested by the 
President, but mainly it is a reflection of rising 
prices and national income over the past eighteen 
months. The total tax “take” this year is expected 
to exceed that of any previous year save 1945, 
notwithstanding that the wartime corporation ex- 
cess profits tax is no longer in effect. 

It will be recalled that a similar large under- 
estimate of tax revenues occurred in the case of 
the ’47 budget, in which receipts were originally 
forecast at less than $32 billion but actually ex- 
ceeded $43 billion, while instead of a net deficit 
of over $4 billion there was a surplus of $754 mil- 
lion — the first in seventeen years. These experi- 
ences illustrate the difficulties of projecting the 
budget figures a year or more ahead, and show 
the highly tentative nature of the estimates. 


Where the Money Goes 
On the expenditure side, the President’s sum- 
mary shows that almost four-fifths of the grand 
total in ’49 will go for the first five items—national 


defense, veterans, interest, international affairs, 
and tax refunds, which the President stated reflect 
“the costs of war, the effects of war, and our ef- 
forts to prevent a future war.” 

Only 21 per cent of our expenditures, the Presi- 
dent said, finance the Government’s programs in 
the broad areas of social welfare, housing, edu- 
cation, research, agriculture, natural resources, 
transportation, finance, commerce, industry, la- 
bor, and general administration. It may be 
pointed out, however, that “only 21 per cent” of 
$40 billion is $8 billion, or almost as much as the 
total cost of government in the largest spending 
year of the 1930s, and more than twice the aver- 
age of the 1920s. 

Approximately $5.7 billion of the $39.7 billion 
total for 49 represents entirely new projects not 
yet authorized by Congress. Of this, $4.4 billion 
is requested for the European recovery program 
and for aid to other countries, including China. 
Most of the remainder is for the “development 
of our human and material resources through 
universal training, aid to education, expansion of 
social security, health insurance, housing, and 
scientific research.” 

Expenditures for national defense, the largest 
single item and more than one-fourth of the grand 
total, are estimated at over $11 billion in *49, an 
increase of $479 million over this year. 


Budget Expenditures by Major Programs 
(In Millions of Dollars) -_ 


1939 1945 1945 

National def $ 1,074 $84,530 $10,746 
Veterans’ services, benefits 559 2,094 6,632 
Interest on public debt... 3,622 5,200 
International affairs 677 5,535 
eee I 1,817 2,049 
Social welfare, etc. s 1,083 1,960 

Work and direct relief comm P 4 7 

Other welfare, CC. cecmeemoume 1,079 1,953 
Transport. & communication 3,407 1,563 
General government ............. 919 1,473 
Agriculture 2... 1,611 614 
Natural resources = 246 1,179 
Housing facilities 00... 183* 113 
Finance, commerce, industry 106 372 
Labor 157 97 
Education and research —..... 161 17 
Reserve for contingencies... ait ale 120 
Fr, TELE —63 +151 — 


$ 9,027 $100,398 $37,728 $39,669 











Total expenditures 
*Excess of credits, deduct. 


Of the defense total, the largest in peacetime 
history, $4,709 million or 43 per cent represents 
pey and maintenance of military personnel, at an 
average $3,300 per man or nearly two and one- 
half times the cost ten years ago. Apart from re- 
adjustments in the expenditures of the Air Force, 
Army and Navy, the most substantial increases 
are for universal training and stockpiling, and 
the largest decreases are in terminal-leave pay- 
ments and other war liquidation expenses. 

International affairs amounting to $7 billion, 
the second largest group in the 1949 budget, is 
boosted nearly $1% billion over 1948. The Presi- 
dent is asking for appropriations of $6.8 billion 
fcr the European Recovery Program, of which 
$500 million would be spent in the last three 
months of this fiscal year and $4 billion in *49, 
with the $2.3 billion balance carried over. The 
large size of this carryover of authorizations not 
to be expended until after June 30, 1949 has been 
sharply criticized. 


Veterans’ Services and Benefits 

While the exigencies of national defense and 
international aid are cited as requiring additions 
to the already vast outlays in these fields, the 
President finds no room for savings in the greatly 
expanded aggregate of expenditures on other gov- 
ernment programs. These total, exclusive of the 
fixed interest charge on the public debt, over $16 
billion for ’49. 

Of this “all other” total, veterans’ services and 
benefits bulk large despite a decrease of $530 
million from ’48, due largely to the training and 
education programs passing their peak and antici- 
pated drop in unemployment demands. 

While everyone favors liberally aiding veterans 
in their readjustment to peacetime pursuits and 
adequate care for those who suffered disabilities 
in the service, the enormous cost of total vet- 





erans’ services and benefits is a matter for serious 


concern. The President himself recommended | 


re-examination and certain modifications in the 
Servicemen’s Readjustment Act, which. he :said™ 


“is being used in some cases to ‘provide training - 
for avocational or leisure-time activity at high... ; 
cost to the Government and without commen-:.” 


surate benefit to veterans.” 

With expenditures for veterans’ hospitals, in- 
cluding construction, operations, 4nd administra-_ 
tion, estimated at $1,343 million in *49, up $272 
million over ’48, the continuing high percentage 
of occupancy by veterans with non-service disa- 
bilities needs looking into. The tendenéy to pyra- 
miding of pension rolls is proverbial. : 


Government guaranteed ‘housing ‘and business 
loans by veterans, now ‘amount :to over: $3.6. bi}-- 


lion, nine-tenths of which are residential, with the 


government guaratitee nearly one-halfof the face. 


value. Too liberal appraisals and credit terms 
are a factor in the inflation of realty valuations 
and building costs, and .bad for the veteran who. 
borrows, for the Govérnment which pera 
the loan, and for the ‘country generally. | 


Social Welfare and Other Costs 
What is happening i in other departments of the 


Government is indicated in broad outline in.,the : 
Of: the nine 


above summary of expenditures. 
major programs. not already commented upon, 


the proposed "49 expenditures of six are higher. 


than for 48, and. seven are higher “(in somie-cases 


by several times) than in’39. Only two are lower _ 
than in ’39: “social welfare”, where it will be seen” ° 


that all of the decrease is accounted for by the 
near disappearance of need for relief payments 
under present conditions of full employment, 
with other welfare payments more than doubled; 


and. “agriculture”, swhere-.expenditures of more :~ 


than $900 million are “proposed, up nearly $300 
million from this year and with soi}-eonservation 


subsidies doubled, notwithstanding thatsat. the . 


present time American’agriculture, according to 


the President, “is in the best financial-tondition™ 


in history”. 


Tucked away on page 1,279 of the Président’s ° 


budget is a section. on public works of the various 
federal programis. ; : Expenditures are expected to 
rise from $1,854:million in fiscal ’47 to. $2,411 mil- 
lion this year, and an estimated $3,159 ‘million in 
‘49 — a new highrécord, projected at atime when 


building costs.and scarcity of _ an-ppwer and - 


materials are also at an all-time peak. It is stated 


that “the 1948 expenditure program is largely for ° 


construction of projects and programs started in 
prior years, although a number of new flood con- 
trol and nay igation — are being started . 


“tien of going projects . 
“xegular public works program prior to the war, 
“seven though public works were being expanded 
vat that time to provide employment.” 


Likewise, the 1949 Nga is largely a continua- 
. much larger than any 


« Although the President in a public statement 
referred to the 1949 budget as “even more real- 
istic and hard-boiled than the 1948 budget,” 
which he had described as rock-bottom, he never- 


: theless proposed to Congress an extensive list of 


niew welfare projects, including $100 million for 
the “general public welfare program”, $15 million 
to cover the mere administrative expenses of a 


“national *héalth ‘program (the: operating cost to 
-be covered by a new payroll tax), $40 million for 
-fong-range housing, $10 miflion for public works 
.*planning,: $290 million for’ federal aid to local 
“grade and high ‘schools, $80 million for setting 


up another:price-control and rationing organiza- 
tion, and $26 million for administration of rent 


* control: It isto he.woted that in.many of these 


cases the amounts asked are intended only as 


- initial outlays ahd that the ultimate costs will be 
-- many times larger. .,_.).. 


In pemtetion of such’ commitments, the Presi- 


@ent said: 3°. RUT 


Failure to improve.our educational sytem or to expand 
flodd-control work would snéan Fisking the loss of precious 
resources — human and material, Failure to adopt a pro- 


-gram of health insurante. would mean that many families 


will continue to go without adequate medical care. Fail- 


sare to broaden the coverage of present social insurance 


and to iricrease benefits on a‘ permanent basis would 
mean ..too much. reliance. 4ypén selief,--whereas more re- 
liance on insurarice is ‘our national objective. Failure to 
adopt a Jong-sange housing program would mean further 
delay in achieving decent housing staridards. Failure to 
devote needed sums to our atomic plant would mean that 
we would be derelict in the use of one of our most valu- 
able resources. 


There is:no disagreement as to the desirability 
of conserving and developing our human and 


-mnateriah.resgurces to the utmost of their capacity 


but ‘apart from the question of the place of the 
Federal Government in these fields — where is 
thé money coniing from to pay for such ambitious 
programs at a time when we are so heavily com- 
mitted for international aid, national defense, and: 


‘the rapidly mounting costs of already. existing 
programs, without adding excessive pressures to 
“our<already overstrained productive: facilities, 


aggravating price inflation, and increasing the 
incentive- -destroying tax burden? sis 

. What all this shapes up to is the alarming: nlo- 
ture of a budget Gut of control. The country can 
only hope that Congress will see the necessity of 
cutting: down. Federal Government demands 6 a 
léVel that the economy can meet and the people 
pay for. 
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Facilitate your commercial transactions any- 
where in the world through the services of 
The National City Bank of New York. National 
City maintains sixty-five branches in Greater 
New York, correspondent relationships with 
banks in every state of the Union, and 48 
branches overseas. Thus, you are assured of 
complete, dependable, experienced interna- 
tional banking services in every commercially 
important area of the world. For full informa- 

tion, write to the Head Office, 55 Wall Street, 

~ New York City, or to nearest National City 
branch listed below. 
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